To: Students in MGT . 205A 
From: Dan Mitchell, Professor 
Subject: Week 5 


Note: Midterm exam: Tuesday, May 6, in class, first half, ninety 
minutes . 

Suggestions: Your study guide contains sample questions 
from old midterm exams. Work through those questions. 

Make up variants of those questions - or those we have been 
working out in class - and determine the answers. The 
midterm exam will be closed book and closed laptop. You 
can bring a hand calculator if you want, but there will be 
no complicated calculations to perform. You don't need a 
blue book. Don't neglect your textbook as a source of 
information . 

PowerPoint slides for weeks 1-5 have been sent for 
uploading to the class websites, as have the weekly notes. 

There will be an optional Q&A session on Monday, May 5, 
noon to 1 PM, room B413. No new material will be 
discussed. The purpose is to respond to questions through 
unit 4 (trade integration) on your syllabus. 

The box in room A416 Collins for MGT. 205A contains all 
handouts (for which there are extras) that were given out 
in class to date. 


Increasingly, non-tariff barriers (NTBs) have become 
important focuses of international trade negotiations. 

This is partly because when tariffs are reduced, non-tariff 
barriers become more visible as what remains. And it is 
also because tariff reductions have led import-competing 
industries to seek other forms of protection. 

NTBs include such practices as govt, purchasing policy 
which favors national producers, safety and cultural 
standards which have (perhaps inadvertent) protective 
effects, customs administration (which can create 
uncertainties about the way in which goods are classified 
or the speed of processing) , and orderly marketing 
agreements (export quotas policed by the exporting country 
at the behest of the importing country sometimes also 
called voluntary export restraints) . 


Note the tendency to use normative terminology in 
international trade matters. "Dumping" is clearly a 
negative word. "Orderly marketing agreement" sounds nice - 



who would favor Disorderly markets? It certainly sounds 
nicer than "export quota." 


Quantitative restrictions (quotas, orderly marketing 
agreements) are more drastic than tariffs in that they 
generally sever the link between world prices and domestic 
prices. In contrast, tariffs generally preserve the link 
although they create a fixed gap between the two. Quota 
licenses create "rents" equal to the difference between the 
world and domestic prices. Exactly who captures these 
rents depends on the licensing system. 

If the license is auctioned off, the govt, captures the 
rent. If the license is given to a domestic interest, then 
the rents are captured within the country. If the license 
is given to a foreign interest - as effectively happens 
under an orderly marketing agreement - then the rent is 
probably captured abroad. Indeed exporting countries may 
undertake to participate in an orderly marketing agreement 
because they capture the rent. They could even be net 
better off with such an arrangement, since it effectively 
transforms them into an exporting cartel. 

The tendency of quotas to sever the domestic from the world 
market is important in understanding preferences for quota- 
type protection rather than tariffs. Domestic producers 
who can exploit market pricing power IF the domestic market 
is cut off from the world via a quota will prefer a quota 
to the "equivalent" tariff. With tariffs, they are still 
in competition with the world and lack pricing power; with 
quotas - once the quota is exhausted - they have the 
domestic market to themselves. Profits are likely to be 
higher, therefore, with quotas. 

Our final topic for the pre-midterm part of the course was 
economic integration through free trade areas, customs 
unions, and similar agreements. Free trade areas allow 
member states to keep their own schedule of trade 
restrictions against non-members. Customs unions involve 
arrangements in which all partners agree to a common set of 
barriers. Common markets have customs unions plus free 
mobility of capital and labor. The European Union is a 
customs union/common market that has also evolved 
considerable cooperative political instruments. NAFTA is 
an example of a free trade area. 

Customs unions are less difficult to administer than free 
trade areas. Customs agents at the border are needed to 
check on the origins and contents of goods crossing the 
frontier within free trade areas. Agreements have to be 
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reached concerning the degree of value added that must be 
obtained before a product is attributed to a partner 
country . 

Because the EU is a customs union, its customs procedures 
within the union can be simpler than those between the 
NAFTA countries. (As noted, the EU is also a common market 
as well as a customs union since labor and capital can move 
between the member states.) 

Economic analysis of trade integration involves two 
conflicting influences: trade creation and trade diversion. 
When partner countries lower their barriers to zero, they 
create more trade among themselves (trade creation) . On 
the other hand, there are incentives caused by the zero 
internal tariffs to buy from partners rather than the 
outside world. So trade is diverted from non-members who 
may be more efficient than are the partners. The net 
welfare impact, as we showed in class, could be positive or 
negative. One way to tilt the outcome toward the positive 
side is to pick partners who are relatively efficient 
producers . 

Note that trade integration arrangements tend to violate 
the idea of most-favored nation status where a concession 
to one is a concession to all. 

Finally, our video dealing with the background of EU showed 
the political side of that particular trade integration 
agreement. We saw that at the end of World War II, the 
various European countries were isolated economically and 
there were fears that just as WW2 followed WW1, so WW3 
might follow WW2 . There was also concern about communist 
expansion, leading to the Cold War. Various Western 
European countries, with the encouragement of the US, 
formed first an agreement on trade in coal and steel which 
led in the late 1950s to the creation of what became the 
EU. There was a notion that integrated economies wouldn't 
fight wars. 

In contrast to the EU, NAFTA - which is a free trade area - 
doesn't have all of the political and regulatory machinery 
of the EU. It is just a free trade area which unlike the 
EU does not permit free movement of labor. NAFTA does 
contain some guarantees about capital movements, however. 

We started to preview the monetary/finance side of the 
course we will be taking up after the midterm. In the 
second half of the course we will be examining exchange 
rates, pricing, business cycles, balance of payments, and 
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the world monetary system. We looked in class at movements 
in the U.S. dollar from the late 1970s until the present. 
There was a dramatic rise in the dollar in the first half 
of the 1980s and the second half of the 1990s into the 
early 2000s. Both movements were subsequently reversed. 
Surely, such movements must have some impact on trade and 
other aspects of international economic life - which we 
will want to explore. 

We introduced terminology such as devaluation, 
depreciation, revaluation, and appreciation with examples. 
Since if one country's currency depreciates, it must be 
depreciating against some other currency. Depreciation is 
a relative term. That implies that the two countries 
cannot succeed in conflicting exchange rate policies. Both 
currencies cannot depreciate against one another. So there 
must be some level of international coordination with 
regard to exchange rate policies. 

Have a good weekend. Study for the midterm exam but don't 
panic! Research suggests a good night's sleep before an 
exam is important. 
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